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EXCEPTIONS OF MFS INTELENET OF ILLINOIS, INC.
TO THE HEARING EXAMINER'S PROPOSED ORDER

MFS Intelenet of Illinois, Inc. ("MFS-II''), by its undersigned counsel, respectfully submits

its Exceptions to the Hearing Examiner's Proposed Order ("HEPO") in the above-captioned

consolidated proceedings. In support of its Exceptions, MFS-II states as follows:

INTRODUCTION

While the Hearing Examiner obviously has done a thorough job of sifting through an

enonnous nwnber ofcomplex issues of policy and statutory interpretation, the overall thrust of the

HEPO is not consistent with the Telecommunications Act of 1996, Pub. L. 104-104, 110 Stat. 56

("1996 Act"). Even more importantly, the HEPO would lead to unfortunate results for the

lelecommunications conswners of Illinois, in that it would provide undue incentives for entrants to

utilize all of the incwnhent's facilities, rather than deploying any of their own facilities. This would



deprive Illinois consumers of the benefits that come from competitive deployment of different

facilities. Because entrants would be using the incumbent's facilities, rather than provisioning their

own, there would be no prospect that they could pare down inefficiencies in the provision of

facilities.

MFS-II submits four Exceptions. First, MFS-II contests the Hearing Examiner's treatmenr

of contribution as an "avoided cost" that is to be subtracted from the retail rate in calculating

wholesale rates. By definition, contribution is simply not a cost that is "avoided" by an incumbenr

local exchange carrier ("LEC") when it sells at wholesale, rather than at retail.

Second, MFS-II argues that facilities-based entrants should not have to share in the start-up

costs of implementing resale. Facilities-based entry will generate its own start-up costs. Resellers

are not required to share in the start-up costs of facilities-based entry, and facilities-based entrants

should not be required to share in the start-up costs of resale.

Third, MFS-II challenges the Hearing Examiner's requirement that incumbents be forced to

offer for resale bundled service from which operator service and directory assistance have been

stripped out or "unbundled." This requirement confuses the resale provisions with the unbundling

provisions of the 1996 Act. The resale provisions only require the resale of a service that is offered

to end users who are not carriers. This stripped service is not such a service.

Fourth, MFS-II excepts from the Hearing Examiner's grant ofLDDS's Petition. While the

HEPO grants that Petition as though it were a petition for unbundling, the Petition is, in its own

words, a petition for "resale" of "bundled" service, and invokes the Illinois resale statute, not the

unbundling statute. Moreover, although LDDS's Petition plainly seeks to use the incumbent LEC's

entire network, and to provide none of the entrant's own facilities, the pricing methodology adopted
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by the HEPO is more favorable than the resale pricing methodology provided by the 1996 Act. If

adopted, the HEPO would render nugatory the resale pricing methodology of the 1996 Act.

EX!:.EPTIONS

I. THE COMMISSION SHOULD REJECT THE HEARING EXAMINER'S
RECOMMENDATION TRAT CONTRIBUTION BE TREATED AS AN AVOIDED
COST

In the HEPO, the Hearing Examiner recommends that contribution be treated as an avoided

cost in derermining the pricing standard and cost basis for wholesale services. See HEPO at 5-20.

He prefaces his recommendation by stating that "[m}ore than any other issue in this proceeding, our

Commission's decisions with respect to the pricing of wholesale service will have profound effects

on the local exchange market." Id. at 5. He further states that "[t]he Commission's interpretation

of Section 252(d)(3) of the federal Act is the single most important issue before the Commission in

this docket." Id. at 6. Finally, he warns that setting wholesale prices either too high or too low may

discourage competitors from entering the local exchange market, and that setting wholesale prices

too low would, additionally, "have a negative impact on the amount of investment made by the

incumbent LECs in their underlying local network." Id. at 5.

The Hearing Examiner then reviews the language and purpose ofthe 1996 Act and concludes

that Section 252(d)(3) "allows this Commission the discretion to set a wholesale price in a manner

that places some competitive pressure on the incumbent LEes as local competition increases,

thereby creating effective competition." Id. at 17. He rejects the various pricing methodologies

proposed by Ameritech, AT&T and others because they purportedly discourage entry by either

facilities-based competitors or pure resellers and recommends that the Commission adopt, with
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several modifications. the pricing methodology proposed by the Commission Staff ("Staff'). Id. at

17-20.

As a result ofhis analysis, the Hearing Examiner proposes setting a wholesale price by taking

the retail price less net total assigned cost of retail functions less a pro rata share of contribution

attributable to the avoided retail costs. Id. at 8. For Ameritech, this results in a 2:2% discount for

resellers. Jd at 13. In this context, contribution refers to an apportionment of revenues to joint and

common costs. Joint costs are costs ofa service that occur in the production of two.or more services;

common costs are costs which are common to a carrier that are not directly attributable to any

panicular service. Id. at 8-9.

MFS-II takes exception to this recommendation. As shown below, treating contribution as

an avoided cost in determining the cost basis for wholesale services ignores the clear language of

Section 252(d)(3) of the 1996 Act and is at odds with its intent and underlying policies.

A. Section 252(d)(3) of the 1996 Act Does Not Permit the Treatment of
Contribution As An Avoided Cost

As an initial matter, the Hearing Officer's recommendation to adopt, with some

modifications, Staff s proposed methodology for setting wholesale prices must be rejected because

it runs counter to the express language of the 1996 Act. Section 252(d)(3) of the Act provides, in

pertinent part, that:

a State commission shall detennine wholesale rates on the basis ofretail rates
charged to subscribers for the telecommunications service requested,
excluding the portion thereof attributable to any marketing, billing,
collection, and other costs that will be avoided by the local exchange carrier.
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1996 Act, §252(d)(3). Under the 1996 Act, the cost "that will be avoided" is, quite simply, the

difference between the total cost incurred to provide [he service on a retail basis and the total cost

incurred to provide it on a wholesale basis.

The Commission should reject the Hearing Officer's recommendation that avoided costs

include some share of joint and common costs. General overhead consists of joint and common

costs that are anributable to more than one service and, in the interest of efficiency, are recovered

from all of these services. These costs will continue to be incurred whether the incumbent LEC

provides its services on a wholesale or on a retail basis. Indeed, by definition, costs that are avoided

when the incumbent LEC ceases to provide a particular service are direct costs of that service, not

joint or common costs. Since, as a factual matter, joint and common costs will not be avoided when

the incumbent LEC provides services on a wholesale (rather than a retail) basis, those costs cannot

be removed from wholesale rates under the pricing standard of Subsection 252(d)(3). When

Congress created a discount for "any marketing, billing, collection and other costs that will be

avoided," it clearly intended not to create a discount for costs that will not be avoided. The

Commission has no legal basis to disregard the plain text of the 1996 Act.

B. The Legislative History of § 252(d)(3) of the 1996 Act Indicates that Congress
Did Not Consider Contribution to Be an Avoided Cost

The legislative history of§ 252(d)(3) ofthe 1996 Act evidences Congress's desire to preserve

contribution in the wholesale rates for incumbent LECs' retail services. In committee in the House

ofRepresentatives, H.R. 1555 originally required resale rates to be "economically feasible" to the
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reseller.!L In other words, resale rates would have to provide some amount of profit for resellers.

Gradually, committee members realized that forcing incumbent LEes to sell their retail services at

wholesale, without comribution. would cause "local rates to skyrocket for the household user."l:

Before H.R. 1555 wem to conference, the committee replaced the "economically feasible" language

with an avoided costs formulaJL that was included in the version ofH.R. 1555 passed by the House.:!.:

The conference committee incorporated the resale language ofH.R.1555, in substantially the same

form. into the 1996 Act as § 252(d)(3).

In the Senate committee that heard S.652, similar concerns about the potential negative

effects of excluding contribution from wholesale rates arose. The Senate committee was less

organized than its counterpart in the House. The final version of S.652 passed by the Senate did not

address resale. But an amendment proposed in committee - that would have based resale prices

on cost, with contribution "counted towards the recovery of costs in setting resale prices" - was

withdrawn on the understanding that the conference committee would resolve the issue.~

Without a doubt, Congress already has weighed and decided the issue of whether

contribution should be considered an avoided cost under § 252(d)(3). It deliberately selected the

tops down resale pricing methodology in an effort to preserve contribution in wholesale rates. The

J.I H.R. 1555, as reported by the Subcommittee on Telecommunications and Finance
(Committee Print) (May 20, 1995), § 242(a)(3).

141 Congo Rec. H8452 (1995).

Bliley Amendment, proposed August 4, 1995, 141 Congo Rec, H8444 (1995).

H.R. 1555, § 242(a)(2) and (3), as passed by the House in August, 1995.

141 Congo Rec. S8369, S8400, S8438 (1995).
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Commission cannot find contribution to be an avoided cost without directly contravening the will

of Congress.

C. To The Extent The 1996 Act Provides Any Discretion In Determining Avoided
Costs, The Issue Should First Be Addressed By The Federal Communications
Commission In Its Pending Rulemaking

On April 19, 1996, the Federal Communications Commission released a Notice ofProposed

Rulemaking, announcing its intent "to devise a new national policy framework - a new regulatory

paradigm for telecommunications - which accommodates and accelerates technological change and

innovation" and which achieves Congress's policy goals of advancing competition, reducing

regulation in telecommunications markets, and advancing and preserving universal service

nationwide.2L The FCC is currently seeking comments from the public and interested parties and has

announced its intention to issue a proposed rule by August 8, 1996.

Included among the issues that the FCC has indicated it will consider is the issue of whether

avoided costs should include joint and common costs, Id at 1 180 ("We seek comment on whether

avoided costs should also include a share of general overhead or 'mark-up' assigned to such costs.")

Indeed, the FCC is specifically seeking comments on Staff's recommendation that wholesale prices

be set on the basis of retail rates less a measure of net avoided costs. Id. at ~ 183.

In light of the FCC's express intent to address the issue of contribution in its proposed

rulemaking, this Commission should defer consideration of that issue. Deferral would enable the

§! In the Matter of Implementation of the Local Competition .Orovisions of the
Telecommunications Act of1996, Notice ofProposed Rulemaking, CC Docket No. 96-98 (released
April 19, 1996), at 3 ("NPRM').
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Commission to benefit from the FCC's consideration and would allow a uniform, nationwide

application of Section 252 of the 1996 Act.

D. Even Ifthe Telecommunications Act of 1996 Provides This Commission With
Some Discretion To Determine What Costs Are Avoided, The Commission
Should Not Adopt The Hearing Examiner's Recommendation Because It Runs
Counter To The Intent And Purposes Of The 1996 Act

[n support of his recommendation that the Commission treat contribution as an avoided cost

when setting the price of wholesale services, the Hearing Examiner concludes that Section 252(d)(3)

of the 1996 Act gives the Commission the discretion to set a wholesale price that "would place

competitive pressure on both the incumbent LECs, as well as the new entrants into the local

exchange market." HEPO at 5. He acknowledges that "if the wholesale price is set artificially high,

then competitors may be discouraged from entering the local exchange market, even if they could

provide retail components more efficiently than the incumbent LEC." ld He further acknowledges

that "{c)onversely, if the wholesale price is set artificially low, then competitors would be

discouraged from becoming facilities-based competitors, even if they could provide facilities-based

services more efficiently than the incumbent LEe." ld Unfortunately, as shown below, the Hearing

Examiner's recommendation has tipped the scales in favor of the resellers and against the facilities-

based providers.

There is little dispute that the size of the wholesale discount will determine whether entry

occurs by resale or by facilities-based competition. As the Staff has observed, "the price set for

wholesale local exchange services will dictate whether competitors choose to enter the local

exchange market via resale or by becoming a facilities-based carrier"; if reseUers are granted an

excessive discount, even facilities-based competitors that would potentially be more efficient than
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the incumbent LEC would have to become resellers to survive in the local exchange market. ICC

Staff 1.00 (Jennings) at 17-18. Staff agrees that if this were to occur, society would suffer because

facilities would not be provided in the most efficient manner possible. Id. at 18. Indeed, as Staff

witness Jennings testified, "lfthe wholesale price is too low, the Commission would, in etTect, be

subsidizing resale competition and would be discouraging facilities-based competition." Id. at 31.

By treating contribution as an avoided cost, the Staff approach, endorsed by the Hearing Examiner,

would in effect give resellers an additional 10 percentage points of margin for "free," without any

corresponding increase in the operating or financial risks which they assume. This would encourage

inefficient resale entry and unduly bias an entrant toward resale and away from facilities-based entry.

The California Public Utilities Commission found that large resale discounts would have an

adverse impact on facilities development, concluding that:

wholesale rates should be set high enough that LECs are fairly compensated.
Otherwise, this would give resellers an unfair competitive advantage relative
to the LECs as well as facilities-based CLCs [competitive local carriers].
Order Instituting Rulemaking on the Commission's Own Motion· into
Competition for Local Exchange Service. Decision 96-03-020, at 21
(California PUC Mar. 13, 1996).

if the adjustment for avoided retail costs is too large, the LECs will not be
compensated for their true costs. Moreover, facilities-based CLCs could be
placed at a competitive disadvantage in pricing their retail service if CLC
reseUers are able to purchase wholesale local exchange service below its cost.
Id. at 29.

Our approach addresses concerns raised by Sprint, TCa, TW, CCTA and
MFS that setting LEC resale rates at large wholesale discounts below actual
costs would give CLC resellers an unfair advantage and discourage
investment by facilities-based CLCs. Our refonnulation of the AT&T/MCI
model reduces the margin between wholesale and retail to better reflect
avoided retailing costs which should help to spur development of competing
networks. Id. at 32.
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I[wholesale discounts were too high, not only would there be no facilities-based competition,

there would be no new investment in the local network. Ameritech Ex. 1.0 (Gebhardt) at 71-72;

Ameritech Ex. 2.0 (Kraemer) at 22, 28-29; TC Systems Ex. '2 (Teske) at 10: Cellular One Ex. 1.0

(Ershen) at 6: Cellular One Ex. 2.0 (Ershen) at 5-6. The resale strategy would afford the richer.

bener-known competitors a steady stream of low-risk incon,,,; and a substantial share of the market.

Cellular One Ex. 1.0 (Ershen) at 6. They would have no reason to purchase their own facilities.I::

Ameritech Ex. 2.0 (Kraemer) at 22-25. In the long run, Illinois could encounter serious problems

with the quality and longevity of its network because neither incumbent LECs nor new entrants

would expend the capital necessary to keep the network technologically abreast:

If the wholesale price of local exchange service is too low, facilities-based
invesnnent (including invesonent in new local exchange service technologies
such as wireless and cable telephony) will be discouraged, and the beneficial
effects of technological change on the development of efficient competition
will be severely curtailed.

Arneritech Ex. 3.2 (Harris) at 26-27; see Cellular One Ex. 2.0 (Ershen) at 7. Consumers may also

notice the scope of offered services stagnating as a result of the failure of market participants to add

value to retail service offerings. Cellular One Ex. 2.0 (Ershen) at 7.

The 1996 Act clearly expresses a preference for facilities-based competition. In describing

the necessary local competitive conditions for a Bell Operating Company, such as Arneritech

?! Normally, H[c]arriers invest in facilities precisely because of the competitive advantages
which end-to-end service offers, from a marketing, provisioning and price perspective." Ameritech
Ex. 1.0 (Gebhardt) at 23-24. It is, however, more difficult for a carrier to profit from the natural
advantages of owning facilities when resale competitors are subsidized through regulatory pricing
structures. Even AT&T witness Fonteix conceded that offering an excessive discOlmt to carriers
reselling business service "would irreparably distort competition by ... discouraging or even pre
empting further facilities build-out to those very customers where the only measurable level of
ompetitive facilities build-out is currently occurring." AT&T Ex. 1.0 (Fonteix) at 22.
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Ulinois. to offer interLATA services in its territory, the 1996 Act requires the presence of an

exclusively or predominantly facilities-based competitor. 1996 Act, § 271 (c)(l)(A). Undeniably,

Congress did not consider resale competition sufficient to constitute a competitive local

telecommunications environment. Rather, it emphasized the need for facilities-based competition.

For example, Representative Goodlatte, in supporting the House bill, stated that

[i]t gives new entrants the incentive to build their own local
facilities-based networks rather than simply repackaging them and
reselling the local services of the local telephone company. This is
important if the infonnation superhighway is to be truly
competitive.

141 Congo Rec. H.8465 (1995). Congress preferred the myriad benefits offered by facilities-based

competitors to the limited benefits offered by resellers.

In support ofhis recommendation that contribution be treated as an avoided cost, the Hearing

Examiner argues that avoided costs must include some contribution because, without contribution,

the incumbent LEC "will not suffer a loss of profits as it loses market share to resellers." HEPO at

17. Without loss of profit from loss of market share, he reasons, the LEC would not feel any

competitive pressure, a result which runs contrary to the 1996 Act.

This reasoning fails to consider that, even if contribution is not treated as an avoided cost,

the incumbent LEC will feel pressure from several fronts as local competition increases. First and

foremost, the incumbent LEC will feel pressure from the facilities·based competitors, who are best

situated to exert competitive pressure on any incumbent LEC. Congress has confinned that

facilities-based entrants provide competition that simply cannot be realized through pure resale

competition. This competition stems, in part, from the fact that partially or fully facilities-based

carriers depend much less upon other carriers to supply the underlying network service than resellers.
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As a result, the cost structure of a facilities-based entrant is largely independent of Ameritech' s cost

structure, thereby offering the prospect of more efficient production of service and enabling the

entrant to bring additional price pressure to bear upon Ameritech.~

Second, even if contribution is not treated as an avoided cost, an incumbent LEC will also

feel pressure from pure reselJers. For example, ifAT&T, through resale, obtains a base of customers

who previously subscribed to Ameritech, AT&T will be in a position to convert those customers to

use of its own facilities. Indeed, AT&T has ack110wledged this strategy. See AT&T Ex. 1.0

(Fonreix) at 5~6. This threat places substantial pressure on Ameritech to avoid losing customers to

resellers.

The Hearing Examiner also argues that treating contribution as an avoided cost will further

the legislative "compromise" that Congress struck when it enacted the 1996 Act. HEPO at 17.

According to the Hearing Examiner, this compromise imposes competition on incumbent LECs,

which will cause them to lose some local market share and profits, in return for the opportunity to

gain market share and profits in the long distance arena Id However, this interpretation of the 1996

Act overlooks the fact that Congress imposed the same requirement on all LECs, regardless of

!' Pure resellers, on the other hand, merely buy the service they sell in toto from the LEC and
re-1abel it. Tr. (Jennings) at 436; tr. (Ankum) at 468, 474-476; see TC Systems Ex. I (Teske) at 10
(switchless resale "does not involve any change in the technical characteristics of the local exchange
service, and is more properly looked at simply as a difference in billing"). They cannot place
pressure upon the incumbent LEC to reduce costs, other than retailing costs, because the LEe is their
sole source of the underlying network service; thus, th,e incumbent is able to pass any inefficiencies
in its own cost structure on to resellers. MFS Cross Ex. I at 61; Ameritech Ex. 1.0 (Gebhardt) at 23
24 ("resellers by definition are dependent on the pricing decisions of the underlying carrier for the
margins available to them.") As the United States Department ofJustice has observed, resale "brings
competition only to the marketing oflocal exchange services." MFS Cross Ex. 4 at 19 (emphasis
,in original).
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whether or not they are RBOCs. LECs that are not ROBes, such as Centd, were free to otTer long

distance service before the 1996 Act. Thus, the Hearing Examiner's view of the 1996 Act as

requiring incumbent LEes to lose contribution in exchange for entering long-distance is iII-founded.

Moreover. even ifone were to accept the premise of the Hearing Examiner's "compromise"

theory that incumbent LEes must lose local market share and profits as a quid pro quo for gaining

inrerLATA market share and profits, the theory does not dictate that the losses in local market share

and profits come at the hands ofresellers. It is completely consistent with the Hearing Examiner's

"compromise" theory that the incumbents' local losses come at the hands of facilities-based entrants.

Indeed. there is no basis in the record to conclude that the Hearing Examiner's interpretation of the

Act will result in more local losses for incumbents than the interpretation advocated by MFS-II.

Even with the 22% discount set forth in the HEPO, Arneritech will continue to earn substantial

contribution on sales to resellers. By contrast, if Ameritech loses a customer to a fully facilities

based entrant, the contribution it receives from that customer will drop to zero. It may well be that

the Hearing Examiner's interpretation will dampen facilities-based entry to such a degree that it

would preserve more of Arneritech's profits than MFS-ll's interpretation.

Finally, as a policy matter, it would be inequitable to permit reseUers and their end users to

provide less contribution towards the Arneritech network than Ameritech receives from its own end

users. ReseUers and their end users benefit from Arneritech's network (the costs of which are

recovered in contribution) to the same degree as Ameritech's end users. They should therefore pay

the same amount to support the network. Moreover, since no fixed percentage mark-up was used

to establish retail rates in the first place, there is no logical basis for pro-rating that mark-up when

vholesale services are introduced. Ameritech Ex. 1.25 (Gebhardt) at 24.
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In short, the Hearing Examiner's attempt to level the playing field for all competitors has

resulted in a field that is tilted toward pure resellers and against facilities-based entrants. This result

is contrary to the intent and purposes of the 1996 Act and, ultimately, will adversely affect local

exchange competition in the State of Illinois.

Accordingly, paragraph 4 on page 16, pages 17 though 19, and paragraphs 1 through 5 on

page 20 of the HEPO should be modified as follows:~

The Commission cannot adopt Staffs prQposed methQdolQiY because it contravenes the

express IMillage of the 1996 Act. Section 252Cd)(}) ofthe 1996 Act expressly provides that "a State

commission shall determine wholesale rates Qn the basis ofretail rates charfled to subscribers for the

telecommunicatiQns service reguested excludin~ the portion thereof attributable to anY marketini.

billing. collection and other costs that will be avoided by the local exchanie carrier." Incumbent

LECs. such as Ameritech. will continue tQ incur ieneral overhead CQsts and joint and common costs

attributable to mQre than one seaice provider. reiardless Qf how the incumbent LEC provides

service. Since these costs wjll not be avoided. they cannot be remQved from wholesale rates under

the pricing standard contained in section 252(d)(3)'

The legislative history of section 252Cdl(3) of the 1996 Act demonstrates CODiTeSS'S jntent

to preserve contribution in the wholesales rates for incumbent LEes' retail servjces. Durin~

consideration of both the Senate and House versions of the telecommunications bill. members of

both houses deliberately rejected the notion that LEes shQuld be denied cQntribution.

'l! FQr all language proposed by MFS-II, the fQllowing conventions apply: normal text
represents the Hearing Examiner's writing that should be retained; text that has been struck thrQugh
indicates text of the Hearing Examiner that MFS-II rejects; and underlined text contains the
IropQsals ofMFS-II.
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The size of the wholesale discount will determine whether entry occurs bv resale or bv

facilities-based competitiQn. If resellers can obtain an excessive discount. fa<;:iljties-based

competitors will be forced to become resellers in order to survive. MQreover. hi2h discounts will

inhibit the creation of new IQcal network investment bv undermining the economjc feasibility of

investin~ in new networks.

Facilities-based competition will necessarily brin~ about construction of new networks fQr

the local exchan2e market. In addition. facilities-based competition w1l1 provide the incentive

necessary tQ ensure continual technolQ2icai enhancement Qf the Illinois network,

Treating contribution as an avoided cost will not enhance competition jn the local exchange

market. Rather. doing so. would preserve Of even enhance Ameritech's competitive positioD by

dampenin2 the incentive fQr facility-based entry,

Finally. as a policy malter. it would be inequitable to permit resellers and their end users to

provide less contribution tQward the Ameritech network than Ameritech's customers provide. Since

bQth sets Qfconsumers WQuid utilize the network in nearlv the same manner. bQth shQuld pav eQuallv

in sUPPQrting the netwQrk. CQnsiderin2 contributiQn tQ be an avoided cost WQuid provide pure

resellers a cQmpetitive advanta2e Qver facilities-based provjders. Consequently. the CommissiQn

must adQpt the pQsitiQn that aVQided costs dQ not include cQntributiQn.

Seetion 252 (d)(3) of~e federll:l Aet l'ro...i6:e~ tt! fe1l6w~:

(d) PRICRiG STAnDARDS

(3) WHOLESALE PRICES FOR TELECOM~AAUCATIO~.S

SERVICES For the l't:l1'1'0ses of 3eetion 2S 1 (e)(4), a State
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eommission shall aetermine wholesele retes on the b6;5is of retail

retes charged to stlbseribers fur the teleet:)mrntlnieations ~er·t'ice

reqtlested. exeltlding the 1'0"ion thereefaftl"ibtlf:ftble te My marketing,

billing. collcetioft, Md other costs tbat will be avoided bj' the local

exehange efl:lTier,

In intel'l'retlftg a sl'eeifie provision of the federal Aet, the Contntission mtlst look to the

federal .\et as a ,"+u~le. We eB:nnot intel"l'ret Seetion 252 of the federal .\oet in a ¥aetltlm. The

I'tll"l'0se of Seetions 251 tmd 252 orthe federal Aet is to ffteilif:ftte eoml'etition in the loeal exehange

market. Seetion 251 imposes a ntlmber of dttties on all LEGs, as well as speeifie dtities Oft

inettmbent loett:l e:(ehan~e eamers. The dtlties plaeed on the LECs are immediate. The LECs mtist

}'emiit resale now, ',;ithotlt delay, and the inettmben:t LECs mtlst priee resale 6;5 prort'ided for in: the

federal Act. If the LEGs eomply with the reqtliremen:ts of the federal Aet, the will, in: rett1l"!'l, be

l'ermitted to I'rovider in: region: lon:g disttmee 3erviee. See Section 271 (e)(2)(B) Competitive

cheeklist. Clearl,., Con:gress has stfl:lek a eompremi3e here between: the eompetin:g irtterests.

In:ctlmbent LEGs will 103e some loeal market 3hare and I'rofits dtte to loeal eompetition:; they,

however, will ha't'e the opportunity to gain: market share and prefits in: the 10rtg dist8nee Men:a.

The Commission: ear.:not interpret the federal Aet in: a 'fflly EMt is ineon:sisten:t with this

eompromise whieh is a een:trtl'l !'art of the federal Aet. The !'roblem I¥ith Ameriteeh'3 priein:g

proposal i:!! tMt it is iftCo~i3teftt vt'ith this eompromise. Ameriteeh's wholesale !,riein:g metheifiolog,'

I'laees the in:el:lmben:t LEG in: a win: win: posi(ion:. Un:der Ameriteeh's priein:g 3eheme, whieh on:ly

reme t'es a'f'oided eost:!! §tom the retail!,"ee to reach a wholesale price, tfte in:e't:l:mbeftt LEE will n:ot

'drier a loss of My I'roftt:!! as it lo:!!es market share to resellers. The re:!!ellers, in: etIee!, become an
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outside sales feree that wlll, iftl:ri~'thing, generate an inereB:!e in gress sales fer the inetnnbent LEG.

With ['refit;, unaffeetes b,r less er market share eempetition wetl1d net exert an,· competitive

l"re3sure on the incumbent LEG. This win win situation no 10303 in profits at the loeal le...'el and

fie"" I'wfit':l (rem long di::Hanee i3 im['I" irteensi3tent with the intent of the federal Aet. SeeEien

252 (d) (3) efthe federal.\et must be intel"l'reteson its t)YlTi an in eenjt:metien with: the entire federal

Aet. In the eente:<t of the entire federal Act, this seetien alle'... 3 the Gemmissien the diseretien: tel

get a 'v't'"elesale priee in a m8ftner that plaees seme eemf'etiti'f'e f'ressure en the ineu:mbent LECs as

loeal eOf'fll'etition increases, thereb,· creating efreeth'e eomf'etition.

Competitive pressure en beth the irtcumbent LECs, as well B:! new entran:ts into the leeal

exchange market, is the key te Ii f'rol'erly established wheles8ie/reffiil mMk:et. Stteh f'ressttre weuld

be exerted in terms ef priee, cest, and sen'iee ~u8iity. This eem~titt ...e pres!ttre ert!ttreS that market

f'tl!'tieif'ants '"",ill be B:! effieient as l'os3ible in erde!' to sel"Viee. Competition will benefit the

eonsumer beeatl3e the inettmbent LEG3 and its eoml'etitors ml:t3t eonstantly pro "iae the best possible

qualit", f'riee ans sef"t'iee in oraer to sUl"Vi'lc. If the feseral Aet as a 'f,rftole intends to inerease the

loeal eomf'etitien, then Seetion 252 (D) (3) must be intert'retea in a manner that is eon:!listent with

this intent.

The federal Aet grants State eommissions such as this one the littthorit" and discretion to

prol'erl" set the Vt'hole~le price. We agree with Staff that the 'Nords "on the basis of," as they flt'pear

in Seetion 252 (d)(3) are not identie8i in metlf'lirtg as the NOrds, eqt:lft1 to." The Cemmissiort is of the

epinion that Staffs methodolegy is eonsistent with the feaeral Aet beeause it I'laees eoml'etitive

f'ressttre on the inet:t:mbent LEG ana it is basea uf'on the eoneet't efren:tO"r'tng 6:'f'eided eosts from the

'etftil t'riee to reaeh a wholesale priee.
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The Gemmi33ien aise agrees with Staff that in remeying the ayeiaea retail ee:m~ in refiching

fl whelesa:le rate, a ['re rata share ef eentribt:1tien l'ertaining le d\<'eidea retail funetiens ffl1:lSt alse be

reme'> ed. This i3 beea1:lse the inet:1mbent LEG is M lener entitled ttl the entire a:met:1nt of the

eorurir'tltion. The Commi33ien yiews the ine1:lmber LEe s eentribt:1tien as essentiall~' a "mark up"

on the eosts of the LEe. With the ineumbent inel:1'ITing fewer eest3, there shetlld be a eerresl'ending

redt:1etien in eentributien.

Unless the Cemmi3sien takes thi3 \I'iew, there eM be ne effeetiye leeal resale eeml'etitien.

The Gomntissien is ['eIsuaded b,· the argumel'\ts Clf AT&T Md ethers that the margil"l ef ['refit

l're!'esed b)' Ameriteeh will !,reel1:lde their abilit,· ttl eam a l'refit en resale ef leeal serviee.

A:meriteeh 's argument that these !'M'tie3 did net make a 3hewing ef their ee3t3 is witheut merit. .\ft)'

evidenee that eeuld ha'v'e been !,reffered to this effeet wOt:1ld hfl'le been too 3t'eet:1lative Md irrele'tM1t.

l'\meriteeh'g argument that adol'tion efStftfFs!'r0l'0se methodology will eause a signifieant

dro!' in re v'enues is net a eonvil"leing argument to sU!'t'0rt its own methodolog,', In realit)·, the

oJ'.'t'osite i3 true. Missing from Amenteeh'3 numbers is the redtletion in !,rofit that its own J'.'rot'osal

will infliet as eomJ'.'etition inereases. We believe that the reason that this number is mi33ing is

beeatl3e there 'v't'0t:11d be no net loss in t'rofit to the ineumbel"lt LEG under l&\meriteeh'3 !,rot'osal.

Adot'tion of Ameriteeh'3 t'rot'osai, where 10303 of market share wotlld harte no im!'aet on !,refit,

Vvould onl)' ereate the illusion of eomt'etition. Thi3 Hould be ineonsistent with the intent of the

federal Aet and the t'oliey of £:his Cemmi3sien to J'.'remete eOftlpetitien.

A:rneriteeh' j'3 argument that the eontribtltion of eost reeover,' Md net profit is not a

!,ersuasive argtlment. The Commission understMds that some of the eontribution that Ameriteeh

reeeives goes to eOrter ext'enses. The Commission is not, howe'ter, removing the reeovery of all
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eontribtttion ~30ei~te3 'with the pre....31On ofwhole3~le ser¥;ees. In faet Staffs propesed

n1ethedelog)' fillo\vs z\meriteeh a reasonfible level of profit on its wholesale bttsiness. The loss in

eontribtttien eeettrs beeausc the wholesale business is not Md 3hould Mt be as profitabl.' as the

rctail busiftcss. This is bceausc thc inctlmbcl''tt LEe is I'roviding less scrvicc =);;3 a 'wholesale I'rt) .'ider.

This i:; alst) an issttc of faimess. If a pro rata sherc of cO!"ltributioft is Mt iftcluded ift the

dctcrmiM:fl:tieft of wholesale rates, wholesale ettswmers would pa~' a greater merk up on incremental

cost thaM: ",yould re~l customers mak:i!"lg wholesale more t'rofitable thftfl retftil. As stated abe'9'c,

the ineumbeftt' 3 wholesale bttsi!"less shottld !"lot be as t'rofitable as its retaiL

Fi!"lall)', Staffs prot'osal makes common sense. If the eommissioft were to ad0t't

Am:eriteeh' 3 I'rot'osal, we 'Nottld be essentially eOmtTlttuieating to the resellers that the,· mttst Sl:tf y i'9'c

in nhat the inettmbent:i' eosts ere, beeause the t'fofit that is built into the retail t'riee mtlst sta,' with

the ineumbcnt LEG. This restllt would be an unfair Md contrary to the re~oncd eoneet'ts of

comt'etitioft.

Avoided costs Staffs methodology should be determined flt't'lied on a "individual service

element" basis rather than a "service family" basis. This approach avoids unnecessary and

undesirable variation in the contribution margin between the corresponding wholesale and retain

versions of the same service. This approach is also consistent with the federal Act, which describes

the wholesale rate calculation methodology for "the telecommunications service requested. , ."

Section 252 (d)(3).

The Commission, accordingly, rejects AT&T's interim pricing proposal. AT&T's use ofa

uniform discount rather than a service-by-service discount would encourage cherry picking of the

most profitable services. In addition, AT&T's proposal structures the wholesale/resale market in
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a way that guarantees that resale is profitable. This would not be consistent with this Commission· s

policy regarding competition. Competition should be encouraged only to the extent that it is

economically feasible.

With respect to AT&T and MCl's proposal to price wholesale services at LRSIC, the

Commission is of the opinion that this methodology would not sufficiently compensate the

incumbent LEC for the costs associated with stIering wholesale services. Wholesale LRSIC, by

definition, excludes the portion of common costs that would be incurred in the processes of

providing wholesale services.

However, in an effort to ensure that Centel's wholesale discounts reflect avoided fl:votdfl:ble

retailing costs on a service-by-service basis, Staff recommended that Centel's discounts (in

percentage terms) be set equal to those discounts offered by Ameritech until the appropriate studies

are competed. In support of this recommendation, Staff stated that its wholesale pricing plan was

designed to ensure that discounts are reflective of avoided costs on a service-by-service basis and

that this interim solution would be more consistent with its pricing structure than Centel' s flat rate

proposal.

In the event that Staffs interim pricing proposal is rejected, Staff states that Centel' s FDC

cost studies be modified before the flat rate discount is applied.

We await the results of the up-comin2 FCC rulemakin2 proceedin2 to determine whether

further re2ulatory response is necessary.

Effeetive eorftpetitio"" wmeh t3 the irite",t of the tecieml Aet; reqttire3 Ameriteeh to I03e 30me

eontribtttioft when it 103e3 a ett!tOrfter to a eorftpetitor. Ifthi3 were not the etl3e, Ameriteeh wOl:lld

feel 1'\0 eorftpetiti're pre33ttre and, tfttt!, 'A'otlld 1'\ot hfl:'t'e tm)· tneenti·..e to provide higher qtlalit),
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:ler\'lee. The Commission:. therefere. tldol'ts SEfiff:3 I'rol'esed l'rieing metnedelog,' [ar :letting

II. FACILITIES-BASED COMPETITORS SHOULD NOT BE REQUIRED TO BEAR
INCREMENTAL START-UP COSTS

MFS-II also takes exception to the Hearing Examiner's recommendation to the extent that

it would require that incremental start-up costs incurred by the incumbent LEC in setting up the

wholesale/resale market strucntre be recovered over time from all entrants into the market. HEPO

at 29. The Hearing Examiner purports to adopt Staff's position on this issue. Id. However, a close

reading of Staffs posthearing brief and reply brief reveals that Staff did not request that facilities-

based entrants share in these costs.

Although Staff does argue that "[a]l1 fixed costs incurred by the wholesale LEC in setting

up the wholesale/resale market strucrure should be recovered in a competitively neutral manner,"

Staff Posthearing Brief at 54, Staff does not appear to argue that facilities-based competitors should

share in those costs. On the contrary, the Staff simply states that its approach "will ensure that the

initial reseUers do not bear all of those costs and reseUers entering the market at a [lter date would

not be charged for such fixed cost." Id.

In the resale context, there is no basis in the 1996 Act to recover implementation costs from

facilities-based entrants. Requiring facilities-based providers to pay for these costs would be entirely

inconsistent with the 1996 Act's preference for facilities-based competition and would seriously

hamper its development at this critical juncture. See MFS-II Ex. 1.1 (Montgomery) at 14-16.

If all the added costs of either resale or additional element unbundling
are spread broadly, it creates the incentive for a potential service
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provider to forgo making any capital investment of its own. In other
words, the entity with a strategy that is least amenable to facilities
based competition gains the most from a policy that allocates specific
added costs related to resale or specialized element unbundling across
all users of the incumbent's network.

ld. at 14-15 lemphasis in original). There is no authorization in the text of the 1996 Act for any

competitively-neutral mechanism of distributing additional costs among all competitors, including

facilities-based carriers. The fact that Section 251 (e)(2) of the 1996 Act does create a distribution

mechanism for the costs of number ponability suggests that Congress's failure to authorize a similar

mechanism for the additional costs of resale was deliberate. MFS-II Ex. 1.2 (Montgomery) at 4.

Such costs should be borne by those who caused them.

The suggestion that facilities-based entrants should bear such costs also defies common

sense. Spreading costs across all providers (facilities-based and resellers alike) would require

facilities-based providers to pay both facilities and resale costs. Logically, if facilities-based

providers must cover the costs of implementing resale, resellers should be required to defray the

implementation costs of facilities-based entrants. Resellers have not helped to fund such costs. The

Commission. consistent with the 1996 Act, should therefore reject outright any consideration of

saddling facilities-based providers with the additional costs of resale.

Accordingly, paragraphs 1 and 2 on page 29 of the HEPO should be modified as follows:

The Commission adopts~ Staff~ position that all fixed costs incurred by the incumbent

LEC in setting up the wholesale/resale market structure should be recovered from all carriers who

either provide or purchase telecommunicatioDs service from the LEC Pursuant to Section 251 (c)(4)

of the 1996 Act (includiDi~ Ameritech and Centel)' in a eeml'etitively netltf'M mMlftef. This will

ensure that the initial resellers do not bear all of those costs and resellers entering the market as a
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